Chapter 10 - Financing your dream
Planning a financial strategy

Financial strategy is a plan you have to raise and spend money regarding your venture. 
Step 1: Establishing financial objectives

· Need to ensure that revenues are greater than expenses; otherwise, the business faces bankruptcy. 

· Financial objectives are to attain a particular profit margin, earning a certain return on investment, or reaching a specific level of profit.
· Market share is a way of representing on company’s sales as part of the total volume of sales of a particular product made by that company and its competitors. 

· Profit margin is the percent of the final selling price that represents the profit. 
Selling price - cost price   x 100

 Selling price. 
· Return on investment is the amount of profit that investors earn in return for the capital they have invested in a venture. 
Amount returned – amount invested  x 100

 Amount invested
· Startup costs are the expenses that must be paid in order get the business up and running. They include the fixed costs of production, plus any variable costs incurred in providing the good or service during the startup phase.
· Operating expenses are the expenses needed to keep a venture going once it has successfully completed the start up phase. 

· Bankruptcy is a state that is declared by a court of law when a business is unable to pay its debts and its assets are distributed among its creditors. E.g. when a venture does not have sufficient funds to cover its expenses. 
Step 2: preparing a personal budget

- A careful look at the entrepreneur’s personal financial affairs will show how much income the venture must generate to meet his or her expenses. This analysis need to be done during the planning stages for the venture.
- Entrepreneurs may earn money from a venture by taking a wage or salary, by selling the venture for a profit or by dividend; an amount of money paid out to people who own shares in a business. 

- Wages or salaries are referred to as personal drawing. While these represent income for the entrepreneurs, they are a cost to the venture. 

- Reinvesting profits increases the value of the entrepreneur’s equity. The profit acquired as the result of selling a venture is called a capital gain. 
Step 3: Estimating revenue and expenses

- The purpose of a cash-flow projection is to predict the timing and amount of revenues and expenses. A cash flow-projection shows the entrepreneur when the venture will be cash rich and when it will be cash poor. 
- A cash flow projection does not record revenue until it actually arrives. 
- Estimating revenue = market size x your desired market share price. (market analysis)

- Estimating expenses, you need to determine the cost of all the resources the venture will need. (resource analysis) 
Step 4: Preparing a cash-flow projection

3 components: 

Cash in – cash that comes into the business. Keeps track of the money that is actually received by the venture. 
Cash out – the cash that flows out. Keeps track of all expenses as they are paid. 

Net cash – cash in – cash out. Records the balance of cash flow for the individual period.
Surplus is when revenues exceed expenses. 
Deficit is when expenses exceed revenues. 
Step 5: Calculating startup costs and operating expenses
Careful planning will ensure a successful transition from startup to established organization. Thus, entrepreneurs need to be honest about how long this process will take, the amount of money that’s likely to come in, and the amount they will have to pay for expenses.

Step 6: Preparing a personal balance sheet

· It is often effective and less expensive to use personal saving for funds. There is no interest pay and the profits don’t have to be shared. The entrepreneur also retains control over the venture and maintains greater freedom of action. 
3 sections:

Assets – included everything the entrepreneur owns that has a cash value
Liabilities – is a debt, a sum of money that entrepreneur owes.

Net worth – assets= liabilities.

An entrepreneurs’ net worth will help determine how much capital can be raised from personal sources. 

· The balance sheet will indicate the personal financial resources that are available to finance a venture. 
Step 7: Preparing income forecasts and projected balance sheets

· Income forecast and projected balance sheet will help prospective creditors or owners assess the risk of the investment and the size of the potential return. 

· Income forecast estimates what the total income and the total costs of a venture will be for a specific period of time and helps determine whether the company will earn enough to pay its debts. It also estimates the amount of profit or loss. It follows the same format as a cash-flow projection, except that it includes income that has not yet arrived.

· Income statement is like an income forecast, except that the figures reflect what has happened in the past, rather than what the entrepreneur thinks will happen in the future. 

· The projected balance sheet forecasts what a venture will own what it will owe on a given date. It shows the estimated value of the owner’s equity. 
Ways to raise capital
The process of creating a venture plan takes entrepreneurs out into the community to talk to people, to research, to seek advice. A network of contacts will be gained and some even become investor. 
Equity financing 

- A form of financing in which the investor receives some ownership in the venture in exchange for a financial contribution. 

- The investment may come from the entrepreneur’s personal savings or from friends, relatives or business partners. ( blood money, angel investors)

- It may be acquired by forming a partnership, establishing an incorporated business and selling share or through venture capital private placement, or business employees. 

	Advantages
	Disadvantages

	- A large capital investment by the owner increases the venture’s borrowing power. 

- Suppliers may offer more generous credit terms 

- Risk is low

- Investors have a genuine interest


	- The entrepreneur may become the employee of the other investors.

- May lose independence

- Shared profits

- Additional expenses like legal fees


- Personal saving makes it easier to obtain a personal loan.

- Loan from friends and family is referred to as love money because they believe in the entrepreneur and they can envision the success of the venture. But relationship could be hurt if the money is lost or not repaid. To prevent this, there should be a shareholder’s agreement. 

- Partnerships will generally receive a higher credit rating that will increase borrowing power. A written partnership agreement should include a formula for dissolving the venture.

- If the venture requires a great deal of capital, incorporating the business and selling shares may be the wisest route. 

- Venture capital from private individuals or companies who are interested in investing in new ventures that will likely provide a high return on their investments. They come in the form of equity and the investors usually want a substantial minority position meaning to own a small or minor share of the business. 

- Private placement is generally used to raise large amounts of capital from a group of investor after a venture is past its start up cost phase. Investors include pension fund managers, wealthy individuals, trust companies. They usually look for a return in 2-3 years.
- Senior employees ay invest in a venture on a limited basis. Share purchase and stock option plans often serve to motivate employees to work more productively. 

Debt Financing 
· Money is borrowed to finance a venture. The loan is paid back gradually over time. 

· All the costs incurred in borrowing money for the venture are tax deductively meaning that interest on the loan and any costs associated with setting up the lo
· an reduce the amount of income tax the venture has to pay. 

· The lender must be compatible with venture. They must understand the requirements of the venture and must be able to assess the financial risk. New venture means a high risk since there is no track record. The lender will look for a debt to equity ratio of 1:1 to 4:1. 

The six Cs of credit

Character: the entrepreneur honest?

Capital: how much has the entrepreneur invested in the venture

Collateral: what personal assets does the entrepreneur have that could be sold pay of the loan

Capacity: can the entrepreneur manage the venture effectively

Circumstances: what product will the venture offer? competition? economy?

Coverage: what insurance protection is in place?
Banks
· Chartered banks are financial institutions organized under federal legislation. 
A line of credit allows the entrepreneur to draw money when ever it is needed for a short period of time. The repayment schedule is flexible as long as the interest is paid every month. 

A term loan is usually made to purchase equipment and there is a defined payback period with specified payments. 

Mortgage is a loan made for the purchase of real estate. The term on a mortgage is much longer than on most other types of loans and the real estate purchased is used as collateral of the loan. Interest rates depend on the Canadian laws. 
Credit unions
· Credit unions are financial institutions organized under provincial legislation. 

· To obtain a loan, the entrepreneur must be a member. Members have a common interest. Credit unions operate like banks. Members may receive a rebate on their loan interest.

Government Agencies

-  Both federal and provincial governments provide money to new ventures that have the potential to create jobs develop a new technology, or provide a domestic product to compete against a foreign product. 

· Money may come in the form of a grant, a guarantee or a loan. 

· Grant generally does not have to be paid back

· Government sometimes match investor with the entrepreneur.
Additional Keywords and definitions
Cash-flow projection – a prediction of incoming cash through sales or other receipts alongside outgoing cash to pay for the company’s bills.

Balance sheet – a financial statement that represents the assets, liabilities, and equity of the business at a specific date.

Net worth – the dollar value of a company’s assets, determined by subtracting the value of liabilities from the value of assets.
Creditor – a person or institution that is owed money.

Equity financing - a form of financing in which the investor receives some ownership in the venture in exchange of a financial contribution. 

Credit rating – the financial standing and reputation of a company, used to determine the amount of money the venture may borrow and the terms of the loan. 

Share purchase – a means by which managers encourage employees to buy ownership in the business. 

Stock option plan - a means by which employees are given the opportunity to purchase shares in corporation, usually at an advantageous price.

Consignment – a loan of merchandise for sale. Any items not sold are returned to the supplier.

Debt Financing – Borrowing money from a lending institution to start a business, the money must be repaid with interest, and may be obtained only with specific terms and conditions imposed by the lender. 

Fixed Asset – Something owned by a company that is of a fairly permanent nature, such as equipment.
Guarantee – an undertaking, often in the form of collateral, provided for a loan by someone who agrees to pay back the loan if the borrower does not. 

Six Cs of credit – the sic things a lender wants to know about an entrepreneur who is applying for a loan.
Exam Questions

1. In 2008, Bob the builder invested $10000 in a renovation business. It is now 2009 and Bob is delighted to see that he will be paid $15000. Calculate his return on investment using the equation learned in chapter 10. 
 
A: Return on investment= (amount returned - amount invested)/amount invested  * 100
 5000/10000 x 100 = 50 
2. What are the three components of a simple cash-flow projection? Explain the function of each component.

A: Cash in is cash that comes into the business. This component keeps track of the money that is actually received by the venture. 

Cash out is the cash that flows out. This component keeps track of all expenses as they are paid. 

Net cash is the cash in minus the cash out. This component records the balance of cash flow for the individual period.

Sample Cash Flow Projection:

Company Name
Cash Flow Projection

Date

	　
	December
	January
	Feburary
	March
	April
	May

	　
	　
	　
	　
	　
	　
	　

	Summary 
	　
	　
	　
	　
	　
	　

	Opening Cash Balance
	1084
	-1386.5
	-3825
	-5716.5
	-5140
	4167.5

	　
	　
	　
	　
	　
	　
	　

	Total Receipts
	6200
	6200
	6750
	9300
	18000
	23250

	Total Disbursements
	8670.5
	8638.5
	8641.5
	8723.5
	8692.5
	8689.5

	Total Monthly Cash flow 
	-2470.5
	-2438.5
	-1891.5
	576.5
	9307.5
	14560.5

	Closing Cash
	-1386.5
	-3825
	-5716.5
	-5140
	4167.5
	18728

	　
	　
	　
	　
	　
	　
	　

	Details
	　
	　
	　
	　
	　
	　

	Cash Inflow
	　
	　
	　
	　
	　
	　

	Sales Revenue
	6200
	6200
	6750
	9300
	18000
	23250

	Loans Borrowed
	0
	0
	0
	0
	0
	0

	Equity
	0
	0
	0
	0
	0
	0

	Total Monthly Cash In Flow
	6200
	6200
	6750
	9300
	18000
	23250

	　
	　
	　
	　
	　
	　
	　

	Cash Outflow
	　
	　
	　
	　
	　
	　

	Variable Costs
	　
	　
	　
	　
	　
	　

	Miscellaneous Expense 
	29
	27
	30
	32
	36
	38

	Advertising Expense
	680
	650
	640
	700
	650
	650

	Repairs
	40
	40
	50
	70
	85
	80

	　
	　
	　
	　
	　
	　
	　

	Fixed Costs
	　
	　
	　
	　
	　
	　

	Depreciation Expense
	149
	149
	149
	149
	149
	149

	Insurance Expense
	62.5
	62.5
	62.5
	62.5
	62.5
	62.5

	Rent Expense
	2500
	2500
	2500
	2500
	2500
	2500

	Telephone Expense
	30
	30
	30
	30
	30
	30

	Salaries Expense
	4995
	4995
	4995
	4995
	4995
	4995

	Supplies Expense
	25
	25
	25
	25
	25
	25

	Utilities Expense
	160
	160
	160
	160
	160
	160

	　
	　
	　
	　
	　
	　
	　

	Start Up Cash Expense
	　
	　
	　
	　
	　
	　

	Equipment
	0
	0
	0
	0
	0
	0

	Total Monthly Cash Outflow
	8670.5
	8638.5
	8641.5
	8723.5
	8692.5
	8689.5








